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5. True or false? All nonmarket transactions are illegal. Explain

3

(Unemploymem‘ and Inflation

What do you think would happen if everyone in the United
States woke up one morning and decided to start spending only
half of the amount of money that they had been spending? This
is a very unlikely situation, but let’s suppose it really happens.
What economic effect would this collective decision produce?

The total impact on the economy would be very large indeed.
Let’s pull out our economic microscope once again and focus on
one small retail store—dJoe’s Super Sportshop in Plum City,
Washington. Joe’s business will, in effect, become a microcosm
of how businesses will react all across the United States.

First, Joe immediately begins to notice that fewer customers
are coming into his store. Before long, he has to let his part-time
clerk go. But for Joe himself: so far, so good; he is not yet facing
any major problems. As time goes on, however, Joe observes
something very disturbing: inventory is piling up. Walking into
the storage room, he stumbles over a large box of unsold baseball
mitts that he ordered two months ago when business was better.
Things are a little more serious now.

Joe decides to try to get rid of his excess mitts by putting
them on sale. More importantly (to the economy), he sends a
message to the baseball-mitt distributor in Seattle, asking him
not to ship any more mitts to the shop.
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The bad news is channeled up to Ajax Mitt Company in
Blackstone, Maine. Ajax, in fact, is getting the same bad news
from all of its distributors around the country. At first, Ajax cuts
overtime, but its directors soon realize that they must lay off 30
percent of their workers to keep inventory from piling up at
Ajax. The directors meet in an emergency session to discuss the
new plant that is scheduled for ground-breaking ceremonies
next week. They decide to halt all expansion plans indefinitely.

Of course, similar actions are being taken by other indus-
tries throughout the nation. Major layoffs are made in the
automobile, steel, and housing industries, and orders for new
plants and equipment are reduced to a fraction of last year’s
level. National unemployment soon rises to 25 percent.

With many people on reduced incomes (or no incomes at
all), spending falls to lower levels; this downward spiral contin-
ues to drag the economy down even further. What is the even-
tual result of this seemingly simple decision to curtail spending?
It has brought on a devastating depression! Thus, recession,
depression, high unemployment, and other extreme negative
economic swings occur primarily because enough individuals or
groups of people somewhere in the economy decide (for any number
of reasons) to spend less. These people do not necessarily have to
be consumers; they can be other major spenders, such as busi-
nesses, federal, state, or local governments, or foreign buyers.

Economists summarize the four major categories of spending as:

¢ Consumption expenditures C
* Investment spending I

* Government expenditures G
* Net foreign exports X

Thus, we can now say that any large reduction in C,IG,orX
spending will set forces into motion that can lead to a recessior’lI
or, possibly, to a depression. -

Returning to our example, let’s assume we are now going
through the economic stage called recession. What is a recession
and how does it differ from a depression? ’

Recession versus Depression

Economists say we are in a recession when the economy expe-
riences at least a one-half-year period of declining real GNP. By
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this definition, our economy has experienced nine recessions since
World War I1: 1949, 1954, 1958, 1960, 1970, 1974, 1980, 1982, and
1990. In terms of unemployment, our most severe recent recession
was in 1982 when, for a number of months, over 10 percent of the
labor force was out of work. The mildest recession was in 1970,
with only 5 percent unemployment.

If a recession is a bad cold, a depression is pneumonia. In
effect, a depression is a severe and prolonged recession. During
the Great Depression of the 1930s, which lasted approximately
a decade, unemployment rates ranged from 12 to 25 percent
(1933). In no year during the 1931-1941 decade did the national
jobless rate drop below the 10 percent figure!

) Depressions have a touch of economic insanity. In the
1930s, idle machines and idle men and women could have been
producing goods and services that the nation desperately needed.
But the people did no work and the machines rusted—and
nobody knew what to do about it.

A comparable tragedy occurred in rural areas. In one part
of the nation, fruit and grain ripened and livestock fattened in
our great plains and fertile valleys. But some farmers actually
destroyed their livestock or burned their grain or let the ripened
fruit rot while other people went hungry because they had little
or no income and therefore no purchasing power. In her book
The Invisible Scar (New York: David McKay, 1966), Caroline
Bird retells a number of stories that illustrate some of the
sadness and suffering during those years:

Miners tried to plant vegetables, but they were often so hungry

that they ate them before they were ripe. On her first trip to the

mountains, Eleanor Roosevelt saw a little boy trying to hide his
pet rabbit. “He thinks we are not going to eat it,” his sister told

her, “but we are.” [pp. 26—27]

. A year after his defeat by Roosevelt, Hoover—who had re-
peated so many times that no one was starving—went on a fishing
trip with cartoonist “Ding” Darling in the Rocky Mountains. One
morning, a local man came into their camp, found Hoover awake,
and led him to a shack where one child lay dead and seven others
were in the last stages of starvation. Hoover took the children to
a hospital, made a few phone calls, and raised a fund of $3030 for

them. [p. 39]

In addition, disastrous weather conditions in some parts of
the country added to the general economic suffering. In the mid-
western wheat and corn belt, desperate, bankrupt farmers choked
on dust from the worst drought that anyone could remember.
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Some malicious and sinister force in the air seemed to paralyze
all economic activity and turned topsy turvy the economic laws
that had always worked for our benefit. This force almost broke our
spirit, as John Steinbeck captures in The Grapes of Wrath (1939):
The women studied the men’s faces secretly, for the corn could go,
as long as something else remained. The children stood nearby,
drawing figures in the dust with bare toes, and the children sent
exploring senses out to see whether men and women would break.
The children peeked at the faces of the men and women, then
drew careful lines in the dust with their toes. Horses came to
the watering troughs and nuzzled the water to clear the surface
dust. After a while the faces of the watching men lost their be-
mused perplexity and became hard and angry and resistant
. ... Then the women knew that they were safe and that there was

no break. They asked, What'll we do? And the men replied, I don’t
know.. .. But it was all right. .

We now know something about that “sinister force.” It was
caused by a large reduction in spending in all major sectors of
the economy, set off by the great stock-market crash of 1929.3!
This inability of pure capitalism to regulate itself—to avoid the
ups and downs of the business cycle—is, as we noted earlier,
capitalism’s third tragic flaw. We will soon see how this problem
is dealt with in a modern economy. First, however, let’s return
to our example at the beginning of the chapter.

Remember, we first decided to spend less, then quickly
found ourselves in a recession, and later dropped into a deep
depression. Now let’'s assume that after this unhappy time,
people, businesses, and government decide to begin spending
again. What will it be like at Joe’s Super Sportshop?

Joe’s business immediately picks up, forcing him to rehire
his part-time clerk. He is no longer tripping over surplus boxes
of baseball mitts. In fact, when Margie Miller comes in to buy
her autographed Lou Gehrig Little League baseball mitt, Joe
discovers that he is all sold out. He quickly dials his distributor
in Seattle, who quickly writes a purchase order to the Ajax Mitt
Company. Ajax receives similar letters from distributors
throughout the country. The plant immediately rehires its laid-
off workers and gears up for full-capacity production. Finally,
the directors of Ajax meet and approve the ground breaking for
not one but two new midwestern plants.

Happy times have returned. Things are humming along in
all of the economy’s major industries. Everyone appears satis-
fied; more and more expenditures are flowing through the sys-
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tem, buying up greater and greater gmounts of goodg agd s:};
vices. Notice, too, that once there 18 upwa}'d motlonGm the
economy, everything tends to reinforce thl.S trend. (;‘erzn ver
spending generates more employment, more mc(?me,dax;1 more
investmeént spending. Each of these new spending dq a “,les
turn, generates another round of spending and e'nlarget inco rces.
The pace accelerates—perhaps too fast. At the p01.nt tha :eS(?u ces
become fully employed, the total dex.naqd beg}ns tq strain the
available supply. The result is the b'eg%nnmg of inflation, a: m
and more dollars “chase” after a limited supply of outpu .A ]

At first, of course, there is not much t9 worry about. 1 te:;
prices increase here and there as inventories become (gep e I;e ',;
product shortages are a little more frequent than'be' ore. 1 1111t
when demand begins to expand too fast, the ex1st1ndg. r}:di t
capacity soon becomes overloa.ded as our labor force ar(x1 d : tus-
trial output become fully utihzgd. Businesses ax: un d:and
sure to expand to meet the growing demands for their goo 2nd
services, but simply do not have enough IjeSf)urces to pl;orials
these products! As they attempt .to buy existing ra;v Iqate "
and to attract skilled labor, busmgsses find they have of;;hi
more and more. Labor unions are quick to take advanta;‘ge o1
«seller’s market” for labor, and wages are pushed up -be. ore oneg(i
Businesses don’t mind too much; they.try to pass their ug.crei; "
costs on to consumers in the form of higher prices. Infla 1onh hat
results from higher costs is often referred to as cost-pu:1 o
flation. Higher labor costs, however, mean fatter paycd (ilars.
This extra demand pulls prices up again (too mar;ly 00‘md
chasing after too few goods), and we experience another r

-pull inflation.
o de’i“ix:lsl: tIv)vo factors (excess demand agd higber cos'ts)bpulli
and push the economy again and again, as ifbending a v;z)nreakeilxcl
and forth. The heated-up economy soon regches a bre mg
point. This hyperinﬂation can be as deva.statmg.t(') an i;:lor:;ocal);
as a depression; both are extreme economic conditions . amore
and must be avoided. We will look at these th problems ;n more
detail in a moment, but first Jet’s look at a diagram that sho
learned thus far.

WhatF‘z’;u};:v;—l looks something like the supply and del;l:m}
graph we examined in Chapter 3. Here, however, the ve 1;:Ialt
axis represents the overall price level. Any 1‘1pwa.rd m(')vemThe
on the price scale can be directly translated into 1nﬂat10rf1.h
horizontal axis represents output and employment. Both of these
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Figure 8-1 If we begin at depression point A and increase national
spending, then GNP increases without any inflationary penalty through-
out Phase I. If extra spending increases GNP with some inflationary
penalty, then we are in Phase 11, or the trade-off area. Finally, if extra spending
results in only higher prices, then we are operating in Phase III.

values are directly related. If output is high, we know employ-
ment will also be high; if output is low, employment will be low.
Let’s begin at point A (in the midst of the Great Depres-
sion). Note the relatively low price level combined with a small
GNP and high unemployment. As we begin to spend more, we
move along the solid line to the right. Each additional dollar
spent increases employment and output without any inflation
penalty. This remains true all the way through Phase I. Once we
reach point B, any additional spending not only increases output
but also creates some degree of inflation. We call this Phase 11,
or the trade-off area. If we want higher levels of output and
employment, we must accept a trade-off in the form of higher
prices. Once we reach point C, however, if we spend beyond it,
we gain nothing in output and employment (because the economy
is already operating. at full-capacity output), but we completely
lose out to hyperinflation.

We might generalize and say that to operate in either
Phase I or III is a serious mistake, since we can still gain
employment (without any inflation penalty) beyond Phase I and
Phase III represents nothing more than sustained inflation
(with no employment advantage). The logical place to operate (if
we are in control of things) is in Phase II, or the trade-off area.

Let’s magnify this section of our graph (see Figure 8-2) to see
precisely how the trade-off area operates.
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Employment and output

FiGUre 8-2 Trade-off area (magnified): note that prices tend to increase
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maintained.

Trade Off

In reality, a trade-off is actually a v?riatign of the ,:h}il ::gl&gﬁ
“You can’:c have your cake and eat it too. We. can e
employment and zero inflation at the sam;e tlme.s t'I. ‘rahigh o
jective that we value most: high
forces us to choose the objec ; e
i i le, if we operate at p
ent or low inflation. For exampie, . : '
?rllibtrlzltrade-oﬁ' area in Figure 8-2, we are choosing a low inflation

and high unemployment. On-the other hand, if we choose an

area near point C, we are opting for full employment with

ively high inflation. . -off
relatlsvonz'etixies economists prefer to portray this same trade-o

Hios
problemina slightly different f}o;rm:t,d pogu}ia;lz r(;zzlal{agri;}:fel_’ohﬂhﬁ daptal
fter A. W. Phillips, who studied niStor

f: g:; Britain in the 1950s. Instead of plotting employrtn?}tiocﬁ
the horizontal axis, the Phillips curve plPts unemploymer: ] whict

verses the curve but shows essentlally the same 1ra o
Zincept In Figure 8-3,2a Phillips curve indicates unelmpkoznthe
and infiation from 1964 to 1969. Take a carefgé ogt L e
general shape of the Phillips curve, and note how it portray

-off concept. . ' N
tradeo(irerc som}: time periods, as 1n Figure }81.—3, a Phl(l)l:};::rc;rrlz
i - lationship; over

i fairly good trade-off re ‘ .
Wlu' S(;lso“:;}?e relationship will not be so neat .and tidy. dStﬂ}%
D vornt t policymakers must often contend with the“tra e-0
g(')lverrrlnnal\e:n(f make some tough choices. The comment “If we are

illem




vhsinipioyment and inflation

Inflation
(%)

Unemp loyment ,
(%)

FiGure 8-3 The Phi

: lip’ indi
the inflation rate an the unomni

d the unemployment rate for 1964-1969

Inflation

.Exact.ly why is inflation bad? Most
inflationary periods, and inflation a
output. The problem is that
redistributes large portions o
people and places that inco
unfaiIrly or free of charge.
ndeed, some

Apyone on a ﬂexib?:oiups el
right. Workers

people have jobs during high
t l?ne normally does not reduce
inflation distorss the economy; it
f tl?e économic pie away from so;ne
me 1nto the hands of others—often

I during inflati i
onary times.

o nctorge, for example, wil] usually do all

ented by labor unions with bargaining

cates a fairly clear trade-off between

Unemployment 15

clout (and inflation-based escalator clauses in their contracts)
tend to benefit. Large corporations may also profit. Since de-
mand is usually high, during an inflationary period, businesses
are often able to raise their prices in response to higher labor
and raw-materials costs. Speculators who purchase property, gold,
rare coins, paintings, or other “inflation hedges” at bargain
prices and then sit back to “let inflation do its work” also reap
financial rewards from inflation. Finally, borrowers of large
amounts of money often find themselves in good shape during an
inflationary period because they can pay back their loans in
inflated dollars, which are easy to come by.

It shouldn’t be difficult to see which groups are the hardest
hit by inflation. Fixed-income families suffer the most. These
include, among others, the millions of marginal workers in low-
paying, nonunion industries, retail clerks, hotel and restaurant
workers, and others who work at or below the minimum wage.

Since borrowers gain as a result of inflation, lenders often
lose out; so do savers, who watch (with great frustration and
bitterness) their saved-up purchasing power evaporate under
the heat of rising prices. The so-called “virtues” of a nation—
hard work and thriftiness—become cruel hoaxes, and the “vices”
of speculation and excessive borrowing are rewarded. Inflation
becomes a silent economic disease that saps incentives—a dis-
ease that renders people unsure of the present economic reality
and fearful of what the economic future will bring.

Unemployment

Now let’s look at the other side of the trade-off dilemma—
unemployment. To be unemployed means more than “just not
having a job.” By definition, a person is unemployed if they are
actively seeking employment but cannot find work. To find out
who is unemployed, the U.S. Census Bureau samples numerous
households each month, asking the key question, “Have you
been actively looking for work in the past four weeks?” If the
person answers “yes” but has not been able to secure either part-
or full-tfme employment, then they are considered officially
“unemployed” by the federal government.

Surprisingly, not all unemployment is undesirable or harmful
to the economy. Economists say that frictional unemploy-
ment affects about 4 percent of the labor force; people in this
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category are looking for work for the first time or are voluntarily
changing jobs. They are actively seeking work, but their situa-
tion is not terribly serious. In fact, without some frictional
unemployment, our economy would lose the measure of effi-
ciency that is brought about by labor mobility. Since there is
no way to reduce this kind of unemployment (and we would not
necessarily want to), we can say that our economy is “fully
employed” when we are at or near this 4-percent level. Putting
1t slightly differently, when 96 percent of all potential working
people are employed, we can say that the labor force is operating
at or near full capacity.
However, other categories or types of unemployment are
more serious and often more intractable. For example, at any
given time, there is a group of unemployed people that economists
call discouraged workers who have simply given up hope of
finding work. Although we don’t know who al] of these discour-
aged workers are, they include married, college-educated women
who would like a good Jjob but can find nothing available where
they live and lack the mobility to move to where the jobs are.
And there are middle-aged men and women who are fired,
phased out, or indefinitely laid off: these individuals may have
worked for years but now find that no one wants to hire them.
There are also many Americans from minority groups who have
simply given up trying to find jobs because of racial discrimination.
These are just a few examples of the disappointed dropout
workers who exist in an economic limbo.

Then there are the structurally unemployed. We al-
ready learned something about this group in Chapter 6. They
are workers whose skills became obsolete or whose jobs disap-
peared when local businesses shut down or moved away. The
problems of the structurally unemployed cannot be readily solved
by more spending and greater economic expansion. These workers
need to be retrained in new skills and often need assistance to
relocate to areas where Jobs are available.

Finally, we come to Keynesian unemployment, named
after British economist John Maynard Keynes ( 1883-1946).
This kind of unemployment results from a lack of spending and
the resulting downturn of the business cycle (described at the
beginning of the chapter). Keynes first devised the theory that
this type of unemployment can be significantly reduced by in-
stituting government programs designed to stimulate additional
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examine his theory in greater detail.
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Ficure 8-4 If total spending is $4 trillion (a), businesses will want to
supply $4 trillion in GNP. At other levels of spending (b), businesses will
also want to match each dollar amount spent with an equivalent amount
of GNP output. The resulting aggregate (total) supply curve rises at a 45°

angle.

will be borrowing money.) This point, which lies in the lower-left
corner of the individual demand curve in Figure 8-5, represents
something over $8000 in spending but only $4000 in income.
Now suppose that you move up the income scale; your income is
now $16,000, and you find that you are spending all of it. We will
label this point on our demand curve “no savings.” Finally, at a
$32,000 income, you are able to save some money because you
are spending only $24,000.

But what about the overall economy? Will the shape of the
total demand curve, which comprises C + I + G + X , be similar
to the demand curve in Figure 8-5? Yes. It is reasonable to
assume that when our incomes are suddenly reduced, we tend to
spend more (at least in the short run); if our incomes suddenly go
up, we.are more likely to save. Community spending patterns are
therefore similar to the spending patterns of individual families.

Now let’s see what the total supply curve and the total
demand curve look like together. In Figure 8-6, note that we
have added GNP (total output) to total income on the horizontal
axis. You may wonder how we can equate both concepts. Are

they the same?
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FIGURE 8-6 Aggregate supply and demand: at an equilibrium level (point
B), the dollar value of GNP supplied ($5 trillion) is equal to the dollar
value of total spending. If the economy temporarily functions at point A or
point C, then market forces tend to move the economy back to equilibrium
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point B.

forces are set in motion that push output to higher levels (that
is, toward point B).

The economy can’t remain at point C for very long either.
Here, the spending level is less than the amount of output. This
situation forces producers to cut back on output, reducing GNP,
and we soon return to the equilibrium level of income. B is the
only point on our graph at which output exactly matches the
level of spending; it is therefore the only point we might char-
acterize as a stable equilibrium.

We are now ready to appreciate and understand Keynes’s
great discovery. Keynes saw that an economic system might be
in a stable equilibrium at a depression level of GNP. Graphically,
this means that if the supply curve crosses through the demand
curve at a low level of national income, the country could econ-
omically sit there for years and years. Classical economists

talked endlessly about declining wages and prices in the 1930s,
but these same self-regulating mechanisms never pulled us out
of the worst depression in U.S. history. What we needed was a
new theory and, even more important, new policies to deal with

the punishing economic realities.
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Fiscal Policy

What was Keynes’s prescription? If we closely study the total
supply-demand graph, we should be able to see what Keynes had
in mind. What is needed is to “lift up” the total demand curve to
the point at which supply crosses demand at a full-employment
level of GNP. Let’s see how this would look on our supply-demand
graph (see Figure 8-7).

Keynes’s basic prescription for lifting the total demand
curve was to have the government stimulate demand by injecting
new spending into the economy in one of two ways:

1. By increasing government spending G (without altering
taxes).

2. By decreasing taxes (without altering government spend-
ing, thereby increasing consumptiort expenditures C).

Either or both of these fiscal (budgetary) policies will shift the
total demand curve upward, as we can see in Figure 8-7.

Now look closely again at this figure. Do you notice anything
unusual? A careful examination of the upward shift in demand
shows that a relatively small increase in spending results in a
large increase in income and output. For example, a $10 billion
increase in government spending might result in a $20 billion (or
greater) increase in GNP. In short, any extra dollars spent are
supercharged dollars! Economists call this the multiplier effect.

Why are these new spending dollars multiplied? Let’s con-
sider an example. If the government cuts my taxes by $5, my
personal income will increase by $5. I may spend all or part of
that $5. Let’s say I save $1 and spend the rest. My $4 expenditure
suddenly becomes extra income for someone else (perhaps the
plumber who fixed my leaky kitchen sink). The plumber, in turn,
may save a little of this extra income and spend the remainder,
as will the next person, and the next. Now if $4 of extra spending
has a supercharged effect, so will an extra $5 billion, or $50
billion. Of course, this effect can work in reverse, too; a $5 billion
reduction in spending will obviously reduce GNP by much more

than the original $5 billion.

Although the strategy to cure a recession can be rather
simply stated—increase government spending and reduce taxes—
the administration of these policies is another story. Any time
you adjust expenditures and taxes you are tampering with the
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To come to grips with the problem of inflation, we must
understand the mysteries of the political process, since fiscal
policy 1s ultimately decided by the President and the Congress.
Let’s return for a moment to Keynes’s prescription for com-
bating unemployment. Although there were some qualms about
budgetary deficits at one time, the remedies themselves (cutting
taxes and increasing spending) can be almost “enjoyable” for a
politician. Everyone likes a hefty tax cut, and special-interest
groups—from the Army to the Peace Corps, from the poverty
worker to the peanut farmer—thrive on additional spending
programs. S0 the cure for a recession is kind of a “welcome
problem,” because every politician from the President on down
stands to gain in popularity with each new tax cut, each new sub-
sidized program, and each additional worker put back on the job.

Inflation is something else, however. Following up on the
economists’ recommendations to increase taxes and cut back
vested interest programs can be political suicide. In fact, a
number of economists have concluded that the Keynesian remedies
for inflation are simply inoperable because of these political
realities.

Thus, until the 1970s, we could say that the Keynesian
revolution in economic policy gave us 2 good measure of eco-
nomic security. Indeed, the United States has been pretty good
at avoiding serious economic downturns since the 1930s. Most
economists felt then that unless new and unknown factors (war,
global drought, a world debt crisis, etc.), occurred in the near
future, the United States would probably never live through
another Great Depression——thanks, in a large part, to Keynes!

But then the 1970s arrived, with an energy crunch and
unacceptable rates of inflation. Suddenly Keynesian policies did
not seem to be working. Not only was there political paralysis in
dealing with inflation (including the failure of price-wage con-
trols), but the country was also moving toward a new era of
inflation and recession combined. By the mid-1970s, we were
hearing the ominous word stagflation (stagnation + inflation)
more and more. By 1975, it was apparent that for the first time
in our history, we would have inflation rates of greater than 8
percent, combined with a bonafide recession! Some economists
were advocating contractive fiscal policies to combat inflation;
others wanted just the opposite—large tax cuts to help put
people back to work. In short, there were no longer any simple

Keynesian remedies.



126 Unemployment and Inflation

Supply-Side Economics
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Nature is just to all mankind; she repays them for their labors;
she renders them industrious because she attaches the greatest
recompense to the greatest works. But if an arbitrary power
snatches away the rewards of nature, one will learn distaste for
work, and inactivity will appear to be the only good.?

Montesquieu’s sentiments undoubtedly hit a responsive chord
among Reagan’s economic theorists, who were eagerly looking
forward to the predicted benefits of the supply-side tax legislation
and other initiatives.

Unfortunately, however, these supply-side policies did not
achieve many hoped-for goals. For one thing, annual federal
deficits had ballooned to unheard of heights by the end of the
Reagan era. The public debt (the summation of all yearly
federal deficits) nearly tripled from $909 billion in 1980 to
$2.6 trillion in 1988. (A trillion, keep in mind, is equivalent to
a thousand billion.) Nor did the U.S. savings rate improve. In
fact, for a number of years, it actually declined. And productiv-
ity—a key to long-run inflation control and ultimately to our
overall standard of living—continued at a low and worrisome
rate. From 1980 to 1988, productivity increases averaged only
1.3 percent per year (about the same rate as in the 1970s and
only one-half the rate of the 1960s). These were all, most experts
agree, serious and continuing problems.

On the positive side of the performance ledger, the Reagan
administration (with decisive help from the Federal Reserve
System) had reduced the inflation rate significantly by 1983;
thereafter, Americans enjoyed not dramatic growth, but steady
improvements in the real GNP and relatively low joblessness.
The economy kept plugging away, showing positive growth rates,
and had achieved the longest peace-time expansion (with no
recession) in U.S. history by the turn of the decade. Economists
disagree as to whether supply-side policies should be credited
for this economic growth or whether the credit should go to “old-
fashioned” Keynesian deficit spending, combined with a concurrent
expansion of consumer and business debt. Indeed, such inter-
pretations are part of a continuing and healthy debate among
economists and others who are concerned about the direction
and performance of our economy.

Recall, too, that another group of economists see the future
as a period of dwindling global resources and are skeptical
about the possibility of continued economic expansion. Their
ideas, in contrast to those of Reagan supply-siders and Keynesian
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Questions for Thought and Discussion

1. What are some solutions for “stagflation™?

2. X\;h(ait 1fs a “pea}cg dividend”? If the nation_ had a peace divi
nd (; $100 b.ﬂhon dollars, how, in your opinion, should -
use it? List priorities and defend your list oondme

3. Why did the classi i i
theoreh ssical economists cling so defiantly to their

4. How can we say tha
that output equals em
. ployment w
are not expressed in the same units of measure? hen they

5. rle;et(;le 1960s it was npt uncommon to hear the opinion: “We
a war to maintain our prosperity.” Evaluate this s:tate-

ment in terms of your knowl] .
economic history. wledge of fiscal policy and recent

Money

Imagine that you and 50 friends, acquaintances, and relatives
are all shipwrecked on a large, lovely island in the middle of the
South Pacific. At first, it is an idyllic life as everyone lounges on
the sunny beach waiting for the rescue ship to sail into view, but
after a few days you begin to realize the seriousness of your
predicament. With grim faces, everyone gathers on the beach to
map out some kind of survival plan.

A governing body is elected, and soon the necessary tasks
are taken up by different individuals. Since Joe Jones is a
carpenter, he volunteers to build thatched huts for everyone.
Smith and Baker are assigned to make fishing boats and nets.
Chester Olson will gather wild foods for the community larder.

Time passes. The island economy becomes more specialized
and complex. Before too long, major problems arise as people
experience bottlenecks in their transactions. They become
frustrated when they attempt to get their thatched roofs mended
or to obtain food for the evening meal. What’s wrong?

The problem is that our little economy has become so
complex that some kind of monetary system is needed. The
islanders are currently using the barter system, freely ex-
changing goods and services when they are needed. This works
fine on a limited scale, but when a few more jobs are assigned to
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